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The linkage between the interrelationships of a
firm’s lines of business and corporate financial per-
formance has been the subject of extensive research
in the strategy field. Yet very little research has
examined this key relationship within firms
operating in Continental Europe. This study inves-
tigates firm relatedness and its further relationship
to accounting and market-based performance meas-
ures within a sample of European firms. The results
confirm a positive and significant relationship
between resource-based relatedness and firm per-
formance for German, Swiss and Austrian multi-
business firms. Thus, this study provides further
evidence that resource-based relatedness of large
diversified manufacturing companies can help
explain variability in corporate financial perform-
ance across different institutional environments.
 2003 Elsevier Science Ltd. All rights reserved.
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Introduction

The impact of the interrelationship of a firm’s lines
of business on its performance has been the subject
of extensive research in the strategy literature since
the seminal works of Wrigley (1970) and Rumelt
(1974). As the theory suggests, a related portfolio of
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businesses should enhance the value of a company
through the sharing and transfer of resources
between related business lines (Collis and Montgom-
ery, 1998; Goold et al., 1994; Prahalad and Bettis, 1986,
1995; Prahalad and Hamel, 1990). While traditional
empirical diversification research employs product-
based operationalizations of diversification, more
recent approaches have tried to capture different
aspects of diversification, foremost interrelationships
that are based on intangible resources (Farjoun, 1998;
Markides and Williamson, 1996; Robins and Wier-
sema, 1995).

However, while the methodological approaches to
examine what has often been referred to as the most
researched link in the field of strategy develop
further, the limited geographic scope of diversifi-
cation studies remain. Although a great deal of
research investigating the relatedness – performance
linkage has been conducted for US and British firms,
very little research has examined this key relation-
ship in firms operating in Continental Europe.1 In a
review of the large body of diversification literature,
we could not detect a single study that specifically
deals with the relatedness – performance relationship
in the institutional context of German-speaking coun-
tries. However, as we argue in this paper, differences
in the institutional environments of different national
settings may distort the relationship between
relatedness and performance. Specifically, significant
differences in the corporate governance and regulat-
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ory systems between European countries and that of
the US provide reasons to believe that this relation-
ship may not hold in the same fashion in Europe. In
light of these institutional differences and the scarcity
of non-US based research, the impact of the inter-
relationship of a firm’s lines of business on its finan-
cial performance for European firms remains uncer-
tain. This study is an effort to narrow this research
gap by investigating the relatedness – performance
relationship within the institutional context of three
European countries: Austria, Germany and Switzer-
land.2 As diversification research has become increas-
ingly focused on resource-based relatedness, this
study analyzes the linkage between a firm’s portfolio
interrelationships and its financial performance by
contrasting a resource-based relatedness measure
with the traditional product-based measure of
relatedness.

In addition, this study uses both accounting and mar-
ket-based measures of firm performance to investi-
gate the relatedness – performance relationship. Pre-
vious work using resource-based measures of
relatedness has relied predominantly on accounting-
based measures. The weaknesses of measuring firm
performance with accounting data have been
addressed frequently in the business literature
(Chakravarthy, 1986; Dalton et al., 1998; Datta et al.,
1991; Hoskisson et al., 1993; Johnson et al., 1985; Lub-
atkin and Shrieves, 1986; Ramanujam and Varadara-
jan, 1989; Rappaport, 1986). The major problems
encountered by relying strictly on accounting data
are that they can be easily manipulated by the firm,
they are often not adjusted for a firm’s risk, they are
difficult to interpret when companies participate in
various industries and finally, accounting standards
differ from country to country. By utilizing both
accounting and market-based measures of firm per-
formance this study offers a more comprehensive
investigation of the resource-based relatedness – per-
formance linkage.

Finally, this study utilizes multiple time periods in
which to examine the relatedness – performance
relationship, whereas previous research has used
mostly cross-sectional methods employing one time
period. The main problem with relying on one point
of observation in examining the relatedness – per-
formance relationship is that the relationship may not
be stable over time (Bergh, 1995a,b; Bowen and Wier-
sema, 1999; Lubatkin and Chatterjee, 1991). Reliance
on one time period observation may limit the ability
to detect the nature of the relationship (Ramanujam
and Varadarajan, 1989). This study controls for such
effects by examining the relatedness – performance
relationship for three different time periods.

The study provides new empirical insights into the
link between corporate strategy and financial per-
formance in multi-business firms within Europe. Our
key findings suggest that despite differences in the
institutional environment, resource-based
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relatedness has a positive influence on firm perform-
ance for European firms, while traditional SIC-based
product relatedness has no significant impact on firm
performance. These findings are consistent with
those of prior research on US companies that have
also shown statistically significant differences
between the linkage of resource-based versus pro-
duct-based relatedness and firm performance (Robins
and Wiersema, 1995). Evidence of a positive relation-
ship between resource-based portfolio relatedness
and firm performance suggests that European cor-
porate governance and regulatory systems are begin-
ning to converge towards those in the US.

Institutional Context, Multi-business
Strategy and Firm Performance

Institutional Context in the US and German-
Speaking Countries

In this section we focus on differences in the insti-
tutional contexts of the US and Continental Europe
that could influence the composition of the firm’s
business portfolio as well as the linkage between firm
relatedness and performance. Basic differences in
corporate governance mechanisms as well as cul-
turally influenced differences in strategic goal-setting
are frequently viewed as the main concerns that a
relationship detected in one context might not be
valid for another context (Bird and Wiersema, 1996;
Charkham, 1994; Geringer et al., 2000; Janesch, 1989).
Some studies have already shown that national con-
texts have a major influence on corporate restructur-
ing trends in the US and Europe (e.g. Bühner et al.,
1997). The differences in institutional environments,
e.g. in the protection of intellectual property rights or
in the cross-country tradability of goods and services
(Teece, 1998), may also alter the characteristics or
value of a firm’s resources available for diversifi-
cation and therefore have a fundamental influence on
the concept of relatedness. The whole process of
employing and redeploying resources of a diver-
sifying company may differ internationally owing to
different institutional environments (Capron et al.,
1998).

Corporate governance and regulatory systems were
identified as two key factors of the European insti-
tutional environment that are significantly different
from that in the US and that are likely to impact the
relatedness of the firm’s business portfolio as well as
the linkage between relatedness and firm perform-
ance. Managerial strategic decision-making is subject
to the constraints of the governmental regulatory sys-
tem in which a firm conducts business. Governments
can have radically different policies with regard to
merger activity across industries, thus influencing the
nature of the firm’s business portfolio. Similarly, cor-
porate governance factors such as executive compen-
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